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HIGHLIGHTS OF THE 1954 INTERNAL
REVENUE CODE AS IT RELATES
TO TRUSTS AND ESTATES
By ETHLEEN LASSETER, C. P. A., Atlanta, Georgia

PART II
be as broad in scope, without being a dis
advantage taxwise, as those held by inde
pendent trustees, and can even result in
others than the grantor unexpectedly being
taxed with the income.
For example, A establishes an irrevocable
trust, naming his son B as trustee with
broad discretionary powers. B uses some
of the income for the education of his chil
dren. B, the trustee, would be taxable with
the income under the new Code. Only to
the extent, however, that the income was
so used. Independent trustees may have the
power to allocate not only income but also
corpus among a class of beneficiaries with
out the income being taxed to the grantor.
Fees paid a corporate trustee are much less
than taxes on income subjected to unneces
sarily high rates.
The third type of control that often re
sults in income being taxed to the grantor
is the retention of certain administrative
powers, exercise of which would primarily
benefit the grantor rather than the bene
ficiaries. Included among such is the power
enabling the grantor or any person to deal
with trust property or income for less than
adequate consideration. That represents no
material change. Likewise, the power en
abling the grantor to borrow from the cor
pus or income, directly or indirectly, with
out adequate interest or security, except
where a trustee, other than the grantor,
under a general lending power provided in
the instrument, may lend any person, in
cluding the grantor, without interest or
security. Under the Regulations this power
could not be held by the spouse of the gran
tor, nor was the power exempt even if the
instrument provided loans without adequate
interest.
In the absence of adequate provisions in
the instrument, the grantor will be subject
to tax on the income if he has borrowed,
directly or indirectly, either corpus or in
come, and has not completely repaid the
loan and interest before the beginning of
the taxable year. Under the Regulations,
this rule was absolute, but under the 1954

CLIFFORD TRUSTS
Regulations of the 1934 Code relating
to the so-called Clifford type of Trusts
have been set forth in the statute and
codified. There are certain modifications
and changes, however, in respect to the
three dominant types of control, any one
of which could make income taxable to the
grantor.
Under the Regulations, income was tax
able to the grantor where he could take
back principal or income within 15 years
if he, or his wife, as trustee had certain
administrative powers; where he did not
possess such powers, only if he could re
capture the principal or income within 10
years. Under the 1954 Code, the grantor is
taxable with the income only if the re
versionary interest will or may reasonably
be expected to take effect in possession or
enjoyment within 10 years. The fact that
the life expectancy of the beneficiary above
is less than 10 years would not necessarily
make the income taxable to the grantor.
Where income of a short term trust is
irrevocably payable to a designated church,
hospital or school from the date of the
transfer, it will be taxable to the grantor
only if the term is for less than two years.
In respect to powers to control beneficial
enjoyment, where the power to apportion
income or principal among different bene
ficiaries formerly was held by a related or
subordinate trustee, the grantor was tax
able with the income unless the power was
limited by a definite standard in the instru
ment. Now, he is not if he can establish
that the trustee is not guided by his wishes.
However, the burden of proof is on the
grantor and, from the Senate Committee Re
port, it is clear that the evidence of proof
must be preponderant. Moreover, the new
Code includes within the meaning of a re
lated or subordinate trustee, a corporation
in which stock holdings of the grantor and
the trust are significant from the viewpoint
of voting control. It is well to remember
that powers held by related trustees cannot
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Code, the grantors will not be taxed if the
loan provided adequate interest and secur
ity and was made by a trustee other than
the grantor or a related or subordinated
trustee.
Another administrative power which sub
jects the grantor to income tax is the power
exercisable in a non-fiduciary capacity: (1)
to vote stock in a corporation in which the
holdings of the grantor and the trustee are
significant from the viewpoint of voting
control; (2) to control investments in the
trust, or: (3) to reacquire trust corpus
by substituting other property of an equiv
alent value.

REDEMPTION OF STOCK
TO PAY DEATH TAXES
Provisions relating to redemption of stock
for the payment of death taxes have been
expanded and liberalized under the 1954
Code. Formerly, in order that proceeds of
the redemption of stock not be taxed as
a dividend, proceeds could not exceed the
sum of estate and inheritance taxes. Now,
it has been increased to cover funeral and
administrative expenses to the extent allow
able as deductions from the gross estate.
Formerly, these provisions applied only
if the estate tax value of stock redeemed
exceeded 35% of the value of the gross
estate. Now, it also applies where the value
is more than 50% of the taxable estate.
Furthermore, in the 35% and 50% tests,
stock in each of two or more corporations
may be combined if the gross estate includes
75% in value of the outstanding stock in
each of two or more corporations. For ex
ample, an estate includes stock in three
controlled corporations: A, 100% owned by
the decedent, B 80% and C, 60%. Stock in
the corporations A and B could be combined
to meet the 35% test, but stock in C could
not.
These provisions also apply to redemption
of any new stock that takes as its basis
the basis of old stock that was included in
the, gross estate.
The time within which the stock must
be redeemed has been extended where a
bona fide and timely petition for redeter
mination of an estate tax deficiency has
been filed with the Tax Court to anytime
before the expiration of sixty days after
the decision of the Tax Court becomes final.
The new provisions apply to stock re
deemed on or after June 22, 1954.
Provisions relating to the redemption of
stock constitute one of the most beneficial
changes made in recent years in estate tax
laws. Where an estate is comprised largely

of a privately owned corporation, it is some
times the one means of diversifying invest
ments and may be employed for that purpose
even though the estate has sufficient liq
uidity to meet cash requirements.

CREDIT FOR TAX ON TRANSFER
FROM PRIOR DECEDENTS
Under the old Code, estates were entitled
to a deduction for property which had been
transferred by a prior decedent and sub
jected to tax in his estate provided: (1)
the transferee’s death occurred within five
years after the death of the transferor, and
(2) the property in the transferee’s estate
could be identified as having been received
from the transferor, or acquired in ex
change for property so received.
The new Code provides, instead, a credit
to the estate of the transferee, merely, if
it can be shown that the transferee acquired
property which was taxed in the estate of
the transferor. The value of the property
in the estate of the transferor is the basis
for computation of the tax paid in the prior
estate. Just in case the transferee’s estate
is subject to tax in a higher bracket, the
credit cannot exceed the tax attributable to
such property in the transferee’s estate.
The credit is allowed in full where the
transferee died within two years after the
transferor. It then decreases by 20% every
two years thereafter, so that no credit is
allowed after ten years. The credit also
applies to the estates of transferees dying
two years before the transferor.
The most beneficial part of the new
provisions regarding property previously
taxed is relief from having to positively
identify the property in the estate of the
transferee. Inability to do so in the past
has been costly to many estates actually
entitled to the deduction.
Also, the old law did not allow the de
duction as to any property passing between
spouses subsequent to the advent of the
marital deduction. Now credit is allowed to
the extent that property passing into the
estate of the surviving spouse did not
qualify for the marital deduction in the
estate of the spouse who died first. Granting
that “did not qualify” means property the
value of which merely exceeded ½ of the
adjusted gross estate, that will obviate, to
a certain extent anyway the necessity of
straining every point through the use of
highly technical formulae to extract the
last penny of tax savings from use of the
marital deduction. It must be remembered
in that respect, however, that provisions

minor upon his 21st birthday, or in
event of his prior demise, to his
estate.

for credits never produce benefits that on
the surface might seem possible.

PAYMENTS COVERING EXPENSES,
TAXES & INDEBTEDNESS
Under the 1939 Code, payments covering
expenses, taxes, and indebtedness were al
lowable as deductions from the gross estate
in arriving at the net taxable estate only
if they were first, allowable by the laws of
jurisdiction. (In Georgia, funeral expenses
of a married woman, for example, are de
ductible only if payment is specifically pro
vided in the will since in Georgia the hus
band is legally liable for such expenses).
Second, to the extent they did not exceed
property subject to claims.
Under the 1954 Code, such expenses are
deductible without regard to the total value
of the probate estate if they are paid with
in fifteen months of the date of death, or
within the period provided for assessment
of the estate tax. This will be especially
valuable in states where estates frequently
consist largely of property held by the de
cedent and his surviving spouse as tenants
by the entirety.
In addition, expenses in connection with
administration of property not subject to
claims are also now deductible, such as
principal commissions paid in respect to
trust property included in the gross estate,
and attorney’s fees incurred in contesting
the inclusion of the trust property in- the
decedent’s gross estate.

MISCELLANEOUS PROVISIONS
The 1954 Code contains several entirely
new provisions. Where upon termination of
an estate or trust, there remains any un
used net operating or capital loss carryover,
it is available to the beneficiaries.
Also, where for the last taxable year of
the estate or trust deductions, except the
personal exemption and charitable deduc
tions, exceed gross income for the year, the
excess shall be allowed as a deduction to
the beneficiaries succeeding to the property.
These benefits are limited to the final
year of the trust and the benefit of many
substantial amounts will still be lost during
the life of trusts which often extend over
several generations. It is often possible,
however, to derive some advantage from
capital losses that otherwise would be lost.
Where a trust contains assets that have
appreciated in value considerably, sufficient
capital gains to offset losses may be estab
lished by selling assets and buying them
back. Since “wash sales” provisions do not
apply to gains from sales, the assets may
be repurchased immediately as a protection
against a rising market. At least a stepped
up basis will have been established for the
beneficiaries who eventually will receive the
assets.
In regard to charitable remainders, com
plete termination of a power to consume,
invade, or appropriate property for the
benefit of an individual, before the exercise
of the power and before the due date of
the estate tax return, is now deemed an ir
revocable disclaimer sufficient to qualify the
property for the charitable deduction if it
passes to or for the use of charitable, etc.
institutions as a result of such termination.

GIFTS TO MINORS
Based on my experience in fiduciary mat
ters, to me the most delightful advantage
of the 1954 Code is the possibility of mak
ing gifts to minors qualify for the $3,000
annual exclusion. Can you imagine anything
more delightful than a “foxy” grandpa be
ing able to give each grandchild, whether
one or fifteen, $3,000 annually without his
estate later having to account to Uncle Sam
for estate tax?
Under the 1939 Code it was practically
impossible to make gifts to minors without
it being claimed that they were gifts of
future interest, which, of course, do not
qualify for the annual exclusion. Now it
is possible to add $3,000 annually to a trust
for each minor without any gift tax being
involved if: .
(1) Corpus and accumulated income may
be used for the support and educa
tion of the minor during his minor
ity, whether or not so used, and
(2) to the extent not so used, corpus
and income are both payable to the

DISTRIBUTABLE NET INCOME
AND THE CONDUIT RULE
Revolutionary changes have been made
under the 1954 Code in respect to taxability
of trust income, income taxable to both the
fiduciary and the beneficiary. The fiduciary
has always been allowed deductions in re
spect to distributions to beneficiaries and
charities—and still is, but the indicated
method of computation of income taxable
in the different types of trusts is more
liberal toward certain classes of distribu
tions, more limited toward others and, for
either, far more complicated. Moreover, the
(Continued on page 11)
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TAX NEWS
By LOUISE A. SALLMANN, C.P.A., San Francisco, California
From day to day one does not know what
is going to happen to “the” 1954 Revenue
Code. Of this we can be sure, there are
a few major changes in the Congressional
hopper which may have us all hopping
within the next few months.
The Treasury Department has asked for
a retroactive repeal of Sections 452 and
462 of the new Code. In the February
issue we discussed briefly the elections
available to taxpayers under these sec
tions. Section 452 permits deferment of
prepaid income and Section 462 allows
deductions for reserves for estimated ex
penses. Secretary Humphrey of the Treas
ury urges repeal of these sections because
he feels that these provisions would cause
a far greater loss in revenue than was
anticipated, that is, approximately one bil
lion dollars instead of fifty million dollars
as estimated previously. His conclusion
is based upon “items some taxpayers in
tend to claim which these provisions were
never intended to cover.” It is also his
contention that application of the two sec
tions would cause much litigation.
The White House, on the other hand,
wants to substitute new language which
will achieve the original purpose of the
provisions—namely, to bring tax account
ing methods more closely into harmony
with generally accepted accounting prin
ciples—while avoiding undue loss of rev
enue.
To date of this writing, the House has
passed favorably upon retroactive repeal
of the two sections as supported by the
Ways and Means Committee. However,
Senate opposition is anticipated.

In the event the repeal legislation is
passed by the Senate, the taxpayer will be
relieved to some extent in that no penalty
or interest would be assessed on account
of underpayments resulting from repeal if
amended returns are filed and payment of
any additional tax is made by September
15, 1955. An employer with a profit shar
ing plan would be given until September
15 to make any increase in his 1954 con
tribution that is necessary because of
repeal.
The question of constitutionality has
also been raised against the proposed re
peal legislation. But administration law
yers feel that the repeal is constitutional
as corporations were “on notice” before
the filing date for returns; past trend of
court opinion indicates retroactive repeal
would receive court approval; and the
complexion of the present Supreme Court
would assure upholding such appeal.
If the “Repeal Legislation” doesn’t keep
us busy, Internal Revenue Commissioner
Andrew’s request for 1,000 to 2,000 addi
tional agents this year undoubtedly will,
if granted. He plans to use the additional
personnel to examine in detail 2,000,000
returns this fiscal year and to increase
that number during fiscal 55-56. If Con
gress grants his request, it will bring the
number of Internal Revenue Agents up to
13,100. The additions will permit a 4%
increase in office audits and a 13% in
crease in field audits and fraud case in
vestigations.

(Continued from page 6)
Code expressly provides that the character
of income to the beneficiaries is to be the
Same as it was in the hands of the trust and
the Conduit Rule is provided to divide up
various types of income among beneficiaries.
“Distributable Net Income” has been
adopted as the measure to impose an outside
limit on total distributions deductible by
the estate or trust and taxable to the bene
ficiary. Distributable net income, under the
1954 Code, is taxable income without de
ductions for distributions, personal exemp
tions, and net long-term capital gains; with

capital gains allocable to corpus excluded
(and capital losses excluded unless they
were offset against distributable gains);
with dividend income reflected in full except
for “extraordinary” and stock dividends
allocated in good faith to corpus excluded;
with net tax-exempt interest included. If
an “unlimited” charitable contribution de
duction is allowable, the amount of taxexempt interest allocable to the contribution
under the conduit rule is not added back.
A great to-do has been made, in the Sen
ate Committee Reports and by the American
Law Institute, which recommended most of
the changes, about “case of routine ad

Did someone say we will now have a
“pencil-sharpening” break?????
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ministration” the changes would provide.
Quite to the contrary, however, fiduciaries
consider the changes only one degree short
of impossible. The computations required
are so time consuming that sufficient qual
ified personnel simply is not available to pre
pare fiduciary returns in the allotted time.
In fact, trust departments of banks are so
concerned about the matter that the Deputy
Manager of the Trust Division of the Amer
ican Bankers Associations, accompanied by
legal counsel, went to Washington to beg,
beseech and implore the Commissioner in
compiling Regulations not to require the
allocation of expenses to each of the classi
fications of income to the extent it appears
to be called for in the Code and Senate
Committee Reports. The Commissioner’s re
ply was that he is bound by the Code and
its intent as expressed in the Senate Com
mittee Reports. Now plans are afoot for
some quick action on statutory correction
when Congress convenes again.
In the meanwhile, we must live with the
new Code and do the best we can under its
complexities.
Many new terms, classifications and def
initions are encountered.
First, we have trusts divided into two
classes—simple trusts and complex trusts.
A simple trust is one in which all income
is required to be distributed currently,
whether so distributed or not, and no char
itable distributions are provided. The per
sonal exemption allowed is $300. The deduc
tion allowed on the fiduciary’s return, and,
therefore, the amount taxable to the bene
ficiary, is limited to distributable net in
come, computed without including exempt
income. The beneficiary receives the benefit
of certain new statutory deductions, such
as trustees commissions previously allow
able only to corpus. It is expressly stated,
however, that the character of the income
to the beneficiaries be the same as in the
hands of the trust, as provided under the
Conduit Rule. Where during the taxable
year a payment is made from corpus also,
in order to meet an annuity payable from
income or corpus, the trust is still entitled
to the $300 personal exemption, but other
wise “complex” trust rules apply. To that
extent, it is possible for a trust to be simple
one year and complex the next.
Any trust that is not a simple trust, in
cluding estates, is a complex trust. The
personal exemption for this type of trust
remains $100. For taxability of income a
distinct difference is made between bene
ficiaries of the two types of trusts; also
there are other changes in regard to taxa
bility of trust income. In addition to the

new income concept designated as “dis
tributab
le net income,” the conduit rule and
the simple and complex types of trusts we
find that:
(1) Beneficiaries are given the benefit
of deductions heretofore wasted, such
as principal fees. That scarcely seems
equitable, however, when there are
capital gains or other income taxa
ble to the trust of equal or greater
amount.
(2) Under the 1939 Code the personal
exemption allowed trusts was a credit
against net income. Now it is a de
duction from gross income.
(3) Depreciation and depletion are to
be allocated between the estate and
distributees on the basis of income
allowable to each, instead of just
between the estate and income bene
ficiaries.
Application of the theory of distributable
net income and the Conduit Rule are too
technical for discussion here.

THE THROWBACK RULE
With further regard to the taxability of
trust income, the 1954 Code contains an
other revolutionary change in the five year
Throwback Rule which replaces the former
65 day and 12 months rules. Those rules
were originally intended to stop loopholes
in accumulation of trust income in the years
when beneficiaries were in high income tax
brackets and distributing it later either tax
free or in years when the beneficiaries were
in lower brackets. Under the 65 day rule,
income was taxable to the beneficiary in the
year in which received by the trust if dis
tributed within 65 days after the close of
the fiduciary’s taxable year. Further, if
distributed more than 65 days after the
close of the taxable year, it was taxable
to the beneficiary to the extent that it rep
resented income of the trust during the
preceding 12 months. That was so difficult
of administration that it, especially the 12
month rule, was practically ignored.
The new rule designed to plug the exist
ing loopholes, like the principles involved,
in the Conduit Rule, is so complicated that
it is scarcely worthwhile except where large
sums are involved and the beneficiaries are
in very high brackets.
Fortunately, there are several exceptions
which will eliminate application of the
Throwback Rule to the majority of Trusts :
(1) The rule does not apply to any in
come which is accumulated for an
unborn person, or before a person
becomes 21 years of age.
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(2) Nor, to distributions to meet emer
gencies of the beneficiary. (Anyone
who could define “emergencies” in
this instance could no doubt also
offer an acceptable definition, long
sought after, of the term “substan
tial”).
(3) Excluded are amounts paid to a bene
ficiary upon the attainment of cer
tain ages if such distributions do not
exceed four in number, the distribu
tions are at least four years apart
and, as of January 1, 1954, are specif
ically provided under terms of the
governing instrument. (Presumably,
accumulated income distributable
when beneficiaries attain the ages
of 21, 25, 30, and 35, for instance,
would be distributed tax free to the
beneficiary).
(4) Also escaping the throwback treat
ment are amounts paid upon final dis
tribution of the trust provided it is
more than nine years from the date
of the last transfer to the trust. In
the rush of putting the omnibus tax
bill together three little words, “by
the grantor” were omitted inadvert
ently from the end of the foregoing
sentence. Consequently, if, as some
times happens, a wife should add
even $100 to the trust eight years
prior to termination date, the throwback rule would apply to all of the
accumulated income. That, no doubt,
is one of the many glaring exceptions
in the 1954 Code that will be made
a subject of a Technical Changes
Act of 1955.
Also, there are certain limitations. First,
the Throwback Rule does not apply to in
come accumulated prior to December 31,
1953. It does not apply to a decedent’s
estate. Also, distributions in excess of the
income of the trust must exceed $2,000 to
invoke the Rule. If, however, excess dis
tributions do exceed $2,000, not only the
amount in excess of $2,000, but the entire
excess amount must be thrown back.
Obviously, with clever connivance, skill
fully drawn instruments and multiple trusts,
it still will be possible to have substantial
income taxed in lower brackets. If, how
ever, the Throwback Rule is invoked, the
trust becomes incredibly complicated.
Here again we encounter more new terms
and definitions. “Undistributed net income”
for any taxable year is the excess of dis
tributed net income over the sum of
distributed net income and the amount of
taxes imposed upon the trust for that year.
“Accumulation Distribution,” for any taxa

ble year, is the excess of other, or discre
tionary distributions, to the extent made
from income, over distributable net income,
less payments specified to be made from
income.
In applying the Throwback Rule to ac
cumulation distributions, the beneficiary is
allowed a credit against his tax for the
year in which the accumulation distribu
tion is received. That obviates the necessity
of the trustee filing a claim for income
tax paid on accumulated income taxed to
the beneficiary in subsequent years, pre
cluding reopening tax returns of the trust
or beneficiary for prior years.
However, as in the Conduit Rule, the
various computations are too technical for
discussion here.
There are, of course, limitations on the
credit allowed the beneficiary, but the bene
ficiary shall not be subjected to more taxes
than he would have been had he in fact
received the . accumulation distribution in
the year in which the income was received
by the Trust. Therefore, it is necessary to
compute the beneficiary’s tax for the cur
rent year and each prior year involved in
two ways, including the accumulation dis
tribution and excluding it.
Differential treatment is provided for
the two classes of beneficiaries, those re
ceiving mandatory distributions and those
receiving discretionary distributions. Un
der the 1954 Code the latter class is favored,
though it is the former who the testator
intended to benefit most from his bounty.

CONCLUSION
Pending release of the Regulations and
tests in the Courts, the foregoing I hope,
though incomplete, may be of some benefit
to you in making an early re-examination
of existing wills and estate plans and in
handling trusts and estates being admin
istered currently.

(Continued from page 3)
resulted in 5 girls, who did not attend the
program but heard the campus gossip,
changing their majors from secretarial to
accounting. We also hear from the K.C.
chapter that the college faculty are wish
ing that all freshmen enrolled had been
invited to attend instead of just those
women majoring in accounting.

Mediation program for accountants
Elinor Hill, AWSCPA President, has
sent us an announcement of the establish(Continued on page 14)
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